The debate over the source and propagation of economic fluctuations rages as fiercely today as it did 50 years ago in the aftermath of Keynes's
ations and its reliance on the intertemporal substitution of leisure to explain changes in employment are fundamental weaknesses. Moreover, to the extent that it trivializes the social cost of observed fluctuations, real business cycle theory is potentially dangerous. The danger is that those who advise policy-makers might attempt to use it to evaluate the effects of alternative macroeconomic policies or to conclude that macroeconomic policies are unnecessary.
Walrasian equilibrium and the classical dichotomy
The typical undergraduate course in microeconomics begins with partial equilibrium analysis of individual markets. A market for a good is characterized by a downward sloping demand curve and an upward sloping supply curve. The price of the good is assumed to adjust until the quantity supplied equals the quantity demanded.
The course then builds up to Walrasian general equilibrium. In this Walrasian equilibrium, prices adjust to equate supply and demand in every market simultaneously. The general equilibrium system determines the quantities of all goods and services sold and their relative prices. The most important theoretical result, after the existence of such a Walrasian equilibrium, is the "invisible hand" theorem: the equilibrium is Pareto efficient.
Courses in microeconomics thus show how employment, production, and relative prices are determined without any mention of the existence of money, the medium of exchange. The simplest way to append money to the model is to specify a money demand function and an exogenous money supply. Money demand depends on the level of output and the price level. The level of output is already determined in the Walrasian system. The price level, however, can adjust to equate supply and demand in the money market.
Introducing money in this way leads to the classical dichotomy (Patinkin, 1956) . Real variables, such as employment, output, and relative prices, including the real interest rate, are determined by the Walrasian system. Nominal variables, such as the price level, the nominal wage, and the nominal interest rate, are then determined by the equilibrium in the money market. Of course, since nominal variables do not affect real variables, the money market is not very important. This classical view of the economy suggests that, for most policy discussions, the money market can be ignored.
The professor of macroeconomics must in some way deal with the classical dichotomy. Given the assumptions of Walrasian equilibrium, money is largely irrelevant. The macroeconomist must either destroy this classical dichotomy or learn to live with it.
